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engages in no more than negligible
sales of the securities so acquired is
not a dealer in securities within the
meaning of section 475(c)(1) unless the
taxpayer elects to be so treated or, for
purposes of section 471, the taxpayer
accounts for any security (as defined in
section 475(c)(2)) as inventory.

(ii) Election to be treated as a dealer. A
taxpayer described in paragraph
(c)(1)(i) of this section elects to be
treated as a dealer in securities by fil-
ing a federal income tax return reflect-
ing the application of section 475(a) in
computing its taxable income.

(2) Negligible sales. Solely for purposes
of paragraph (c)(1) of this section, a
taxpayer engages in negligible sales of
debt instruments that it regularly pur-
chases from customers in the ordinary
course of its business if, and only if,
during the taxable year, either—

(i) The taxpayer sells all or part of
fewer than 60 debt instruments, regard-
less how acquired; or

(ii) The total adjusted basis of the
debt instruments (or parts of debt in-
struments), regardless how acquired,
that the taxpayer sells is less than 5
percent of the total basis, immediately
after acquisition, of the debt instru-
ments that it acquires in that year.

(3) Special rules for members of a con-
solidated group—(i) Intragroup-customer
election in effect. If a taxpayer is a
member of a consolidated group that
has made the intragroup-customer
election (described in paragraph
(a)(3)(iii) of this section), the negligible
sales test in paragraph (c)(2) of this
section takes into account all of the
taxpayer’s sales of debt instruments to
other group members.

(ii) Intragroup-customer election not in
effect. If a taxpayer is a member of a
consolidated group that has not made
the intragroup-customer election (de-
scribed in paragraph (a)(3)(iii) of this
section), the taxpayer satisfies the neg-
ligible sales test in paragraph (c)(2) of
this section if either—

(A) The test is satisfied by the tax-
payer, taking into account sales of
debt instruments to other group mem-
bers (as in paragraph (c)(3)(i) of this
section); or

(B) The test is satisfied by the group,
treating the members of the group as if

they were divisions of a single corpora-
tion.

(4) Special rules. Whether sales of se-
curities are negligible is determined
without regard to—

(i) Sales of securities that are neces-
sitated by exceptional circumstances
and that are not undertaken as recur-
ring business activities;

(ii) Sales of debt instruments that de-
cline in quality while in the taxpayer’s
hands and that are sold pursuant to an
established policy of the taxpayer to
dispose of debt instruments below a
certain quality; or

(iii) Acquisitions and sales of debt in-
struments that are qualitatively dif-
ferent from all debt instruments that
the taxpayer purchases from customers
in the ordinary course of its business.

(5) Example. The following example il-
lustrates paragraph (c)(4)(iii) of this
section:

Example. I, an insurance company, regu-
larly makes policy loans to its customers
but does not sell them. I, however, actively
trades Treasury securities. No other cir-
cumstances are present to suggest that I is a
dealer in securities for purposes of section
475(c)(1). Since the Treasuries are quali-
tatively different from the policy loans that
I originates, under paragraph (c)(4)(iii) of
this section, I disregards the purchases and
sales of Treasuries in applying the negligible
sales test in paragraph (c)(2) of this section.

(d) Issuance of life insurance products.
A life insurance company that is not
otherwise a dealer in securities within
the meaning of section 475(c)(1) does
not become a dealer in securities solely
because it regularly issues life insur-
ance products to its customers in the
ordinary course of a trade or business.
For purposes of the preceding sentence,
the term life insurance product means a
contract that is treated for federal in-
come tax purposes as an annuity, en-
dowment, or life insurance contract.
See sections 72, 817, and 7702.

[T.D. 8700, 61 FR 67723, Dec. 24, 1996]

§ 1.475(c)–2 Definitions—security.
(a) Items that are not securities. The

following items are not securities with-
in the meaning of section 475(c)(2) with
respect to a taxpayer and, therefore,
are not subject to section 475—

(1) A security (determined without
regard to this paragraph (a)) if section
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1032 prevents the taxpayer from recog-
nizing gain or loss with respect to that
security;

(2) A debt instrument issued by the
taxpayer (including a synthetic debt
instrument, within the meaning of
§ 1.1275–6(b)(4), that § 1.1275–6(b) treats
the taxpayer as having issued); or

(3) A REMIC residual interest, or an
interest or arrangement that is deter-
mined by the Commissioner to have
substantially the same economic ef-
fect, if the residual interest or the in-
terest or arrangement is acquired on or
after January 4, 1995.

(b) Synthetic debt that § 1.1275–6(b)
treats the taxpayer as holding. If § 1.1275–
6 treats a taxpayer as the holder of a
synthetic debt instrument (within the
meaning of § 1.1275–6(b)(4)), the syn-
thetic debt instrument is a security
held by the taxpayer within the mean-
ing of section 475(c)(2)(C).

(c) Negative value REMIC residuals ac-
quired before January 4, 1995. A REMIC
residual interest that is described in
paragraph (c)(1) of this section or an
interest or arrangement that is deter-
mined by the Commissioner to have
substantially the same economic effect
is not a security within the meaning of
section 475(c)(2).

(1) Description. A residual interest in
a REMIC is described in this paragraph
(c)(1) if, on the date the taxpayer ac-
quires the residual interest, the
present value of the anticipated tax li-
abilities associated with holding the
interest exceeds the sum of—

(i) The present value of the expected
future distributions on the interest;
and

(ii) The present value of the antici-
pated tax savings associated with hold-
ing the interest as the REMIC gen-
erates losses.

(2) Special rules applicable to negative
value REMIC residuals acquired before
January 4, 1995. Solely for purposes of
this paragraph (c)—

(i) If a transferee taxpayer acquires a
residual interest with a basis deter-
mined by reference to the transferor’s
basis, then the transferee is deemed to
acquire the interest on the date the
transferor acquired it (or is deemed to
acquire it under this paragraph
(c)(2)(i)).

(ii) Anticipated tax liabilities, ex-
pected future distributions, and antici-
pated tax savings are determined under
the rules in § 1.860E–2(a)(3) and without
regard to the operation of section 475.

(iii) Present values are determined
under the rules in § 1.860E–2(a)(4).

[T.D. 8700, 61 FR 67725, Dec. 24, 1996]

§ 1.475(d)–1 Character of gain or loss.
(a) Securities never held in connection

with the taxpayer’s activities as a dealer
in securities. If a security is never held
in connection with the taxpayer’s ac-
tivities as a dealer in securities, sec-
tion 475(d)(3)(A) does not affect the
character of gain or loss from the secu-
rity, even if the taxpayer fails to iden-
tify the security under section
475(b)(2).

(b) Ordinary treatment for notional
principal contracts and derivatives held
by dealers in notional principal contracts
and derivatives. Section 475(d)(3)(B)(ii)
(concerning the character of gain or
loss with respect to a security held by
a person other than in connection with
its activities as a dealer in securities)
does not apply to a security if
§ 1.475(b)–1(c) and the absence of a de-
termination by the Commissioner pre-
vent section 475(b)(1)(A) from applying
to the security.

[T.D. 8700, 61 FR 67725, Dec. 24, 1996]

§ 1.475(e)–1 Effective dates.
(a)–(b) [Reserved]
(c) Section 1.475(a)–3 (concerning ac-

quisition by a dealer of a security with
a substituted basis) applies to securi-
ties acquired, originated, or entered
into on or after January 4, 1995.

(d) Except as provided elsewhere in
this paragraph (d), § 1.475(b)–1 (con-
cerning the scope of exemptions from
the mark-to-market requirement) ap-
plies to taxable years ending on or
after December 31, 1993.

(1) Section 1.475(b)–1(b) applies as fol-
lows:

(i) Section 1.475(b)–1(b)(1)(i) (con-
cerning equity interests issued by a re-
lated person) applies beginning June 19,
1996. If, on June 18, 1996, a security is
subject to mark-to-market accounting
and, on June 19, 1996, § 1.475(b)–1(b)(1)
begins to apply to the security solely
because of the effective dates in this
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